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arsenal of financial policies to promote sustainable economic growth, and the Federal debt 


eatery debt management today is the weakest weapon in the Federal government's 


grows shorter and shorter in maturity. The facts behind this situation are these. A 4% 


percent interest rate ceiling on new issues of 
marketable Treasury bonds, established in 
1918 in connection with a particular financ- 
ing operation of World War I, has effectively 
prevented the Treasury from selling more 
than a token amount of long-term securities 
for almost a year. Through no choice of its 
own, the Treasury has had to rely almost 





Most of the shortening in the debt during the postwar 
period occurred between 1946 and the end of 1952, 
during which time the Treasury sold only $5.2 billion 
of marketable issues of more than five years’ matu- 
rity. Since the end of 1952, $49% billion of over five- 
year securities have been marketed. But despite these 
determined efforts during the past seven years, the 
passage of time has moved more and more securities 


completely on new issues of 
notes, certificates, and bills— 
securities that mature in five 
years or less and on which no 
interest rate ceiling applies. 


There are four major ar- 
guments for removal of the 
ceiling. In the first place, 
forced reliance on short-term 
financing contributes to fur- 
ther shortening of a market- 
able debt that is already much 
too short in maturity. Today, 
almost 80 percent of the mar- 
ketable debt matures within 
five years; this figure contrasts 
with 50 percent in 1946 and 
67 percent at the end of 1952. 


This Issue In Brief 


Citing U.S. Treasury debt management 
today as the “weakest weapon” in the 
Federal government’s arsenal of financial 
policies, Mr. Walker points out in this 
Review that the problem of the interest 
rate ceiling on new issues of marketable 
Treasury bonds “is not a short-run, tran- 
sitory problem.” He asserts that if the 
ceiling is not removed, it can “continue 
to obstruct” debt management “through 
many administrations in the future.” 

The “arbitrary” confinement of gov- 
ernment financing to short-term securities, 
he says, has caused short-term interest 
rates to average higher than if the Treas- 
ury had been free to spread its borrowing 
over a wider range. He estimates that this 
additional interest, applied to the $70-$80 
billion of securities turned over each year, 
increases government spending by some 


$200-$400 million. 





closer to maturity. Moreover, 
if the marketable debt does 
not change and no securities 
of more than five years’ matu- 
rity are issued, the under five- 
year debt will swell to 87 per- 
cent of the total by the end 
of 1964. 


Debt-lengthening must, 
therefore, continue to be a 
high priority goal of Treasury 
debt management. Otherwise, 
the average length of the debt 
will grow shorter and shorter, 
and Treasury refunding oper- 
ations will occur more fre- 
quently and in larger amounts. 
This will not only tend to dis- 
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rupt the government securities market, but will also 
complicate the flexible administration of Federal Re- 
serve credit policy. The relentless shortening in the 
public debt cannot be viewed with complacency. 


Progressive shortening in the maturity of the public 
debt has another important implication, which leads 
to the second major argument for removal of the 
ceiling. It is universally agreed the unbridled crea- 
tion of new money to finance government deficits or 
to pay off maturing issues would result in disastrous 
inflation. But apparently too few people realize that 
excessive reliance on short-term issues in debt man- 
agement can also exert strong inflationary pressures. 
This is because the shorter the term of a government 
security, the more like money it is. A 25-year Treasury 
bond is a true investment instrument, but a government 
security maturing within a few days is almost the 
same as cash. Similarly, a security maturing within a 
few weeks, a few months, or even a year or two auto- 
matically turns into cash within a relatively short 
period of time. Thus, a large build-up in short-dated 
government securities increases the inflationary poten- 
tial embodied in the government debt; holders can 
easily liquidate short-term securities to obtain cash 
for spending for goods and services, either by selling 
the securities or by simply letting them run off at 
maturity. 


Federal fiscal and monetary policies have been used 
effectively in recent months to contain the inflationary 
pressures that, although sometimes dormant, are al- 
ways present in a prosperous economy. But because 
of the interest rate ceiling, Treasury debt manage- 
ment has actually contributed to the inflationary 
potential in the economy. 


A third major argument for removing the interest 
rate ceiling arises from the distortions in credit mar- 
kets that result from confining government financing 
to short-term securities. Even though the government 
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is now operating with a balanced budget, the Treasury 
must turn over $70 to $80 billion of marketable 
securities each year. The confinement of so huge an 
amount of financing to securities of less than five 
years’ maturity—and this will be the inevitable result 
if interest rates do not decline significantly from 
present levels and the ceiling is not removed—may 
add unduly to pressure on the short-term market. 
Thus, short-term interest rates would be higher than 
otherwise would be the case, and the availability of 
credit to private short-term borrowers—particularly 
consumers, small businesses, and farmers, all of whom 
rely heavily on short-term credit—would be curtailed. 
Moreover, experience last Autumn indicated clearly 
that such distortions can contribute to severe drain 
on savings institutions, as customers withdraw money 
to buy high-yielding securities. This in turn may un- 
duly restrict the flow of savings into home construc- 
tion and other long-term projects. 


Finally, experience during the past year indicates 
that the interest rate ceiling has caused interest on 
the public debt to be higher. Knowledgeable market 
observers estimate that the arbitrary confinement of 
Treasury financing to short-term securities has caused 
short-term interest rates to average %4 to % of one 
percent higher than if the Treasury had been free to 
spread its borrowing over a wider range. This addi- 
tional interest, when applied to the $70-80 billion 
of securities that must be turned over each year, in- 
creases government spending by some $200-400 
million. 


Ceiling Prescribes Market’s Area 


What are the arguments that have been presented 
by those who oppose removal of the ceiling? The first 
and most familiar argument is that removal of the 
ceiling would cause interest rates in general to rise. 
But if the ceiling were truly effective in holding down 
rates, it would be logical to expect rates on outstand- 
ing government bonds to remain below the ceiling. 
During most of the past year, however, such yields 
have exceeded 4% percent. 


The fact is, of course, no government-decreed in- 
terest rate ceiling can prevent forces of demand and 
supply from exerting their effects so long as credit 
markets are free. Quotations on outstanding govern- 
ment securities that are the product of each day’s free 
market trading among thousands of holders of gov- 
ernment securities cannot be repealed by Treasury 
or Congressional fiat. If interest rates are to be con- 
trolled then the actions of lenders, borrowers, and all 
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market participants must be controlled. But so long 
as the basic freedom or the marketplace is maintained 
and direct controls are not used, interest rates—or the 
price of borrowed money—will continue to reflect 
changes in the basic forces of demand and supply, 
including the impact of flexible monetary policies. 


Rather than preventing interest rates from respond- 
ing to market forces, the real effect of the ceiling is to 
prescribe the area of the market in which the Treasury 
can borrow. President Eisenhower put the matter 
succinctly in a special message to Congress last sum- 
mer. He said: “To prohibit the Treasury from paying 
the market price for long-term money is just as im- 
practicable as telling the Defense Department that it 
cannot pay the fair market price for a piece of equip- 
ment. The result would be the same in either case: the 
government could not get what it needs.” 


No Guaraniee of Benefits to Banks 


As a corollary to this argument, some of those who 
oppose removal of the ceiling argue that such action 
would only serve to enrich the large financial institu- 
tions of the nation. This view is basically in error be- 
cause interest rates, as noted above, are not deter- 
mined by government edict but by forces of demand 
and supply; in and of itself, removal of the ceiling 
would not cause interest rates to rise. But even when 
interest rates do increase, it does not follow that the 
financial institutions themselves receive all of the 
benefit. Many of the large lending institutions in this 
country are mutual in nature, and a substantial portion 
of the rise in interest rates has been passed on to the 


Saver. 


Although commercial banks are not mutual institu- 
tions, it is important to understand that their current 
earnings would tend to fall rather than rise if the ceil- 
ing is removed. This is because the vast preponderance 
of commercial bank loans and investments are of 
relatively short maturity; for example, the average 
bank loan is estimated to mature in about two years 
and the government securities banks hold have an 
average maturity of only 3% years. A principal effect 
of the interest rate ceiling is to force short-term inter- 
est rates to higher levels than would otherwise prevail, 
since the Treasury must arbitrarily confine its financ- 
ing to the less than five-year maturity range. As short- 
term rates rise, including rates on bank loans and 
short-term government securities, the current earnings 
of banks also expand. But if the Treasury could pru- 
dently spread its borrowing over a wider maturity 
range, pressure on short-term rates would be eased, 


and bank current earnings would tend to be less than 
would otherwise be the case. 


A second argument sometimes made against re- 
moval of the interest rate ceiling is that, in so doing, 
Congress would in effect be relinquishing its historic 
right to determine the general terms of long-term 
bonds issued by the Treasury. 


To determine general terms of new issues is one 
thing, but to lock the Treasury firmly into the short- 
term market is another. Rather than determining the 
general terms of new bond issues, Congress, in failing 
to remove the ceiling, is in effect flatly prohibiting any 
significant debt-lengthening through sale of long-term 
issues. The Treasury is responsible for the manage- 
ment of our $290 billion public debt; that is precisely 
where the responsibility should rest. But by insisting 
on retention of the interest rate ceiling, the Congress 
is denying the Treasury the essential tools for sound, 
noninflationary debt management. 


“Reforms” Wouldn’t Help 


According to a third argument, the interest rate 
ceiling should indeed be removed, but only if the 
Treasury first agrees to instituting some so-called 
“reforms” in its debt management operations. Such 
“reforms” include abolition of the committees of com- 
mercial bankers, investment bankers, and others that 
commonly advise the Treasury with respect to financ- 
ings; sale of intermediate- and long-term securities at 
public auction; issuance of bonds with relatively early 
call provisions; and a signification of the intent of the 
Treasury to market long-term securities only when 
interest rates are relatively low. The proponents of 
these first three “reforms” maintain that their inaugu- 
ration would probably permit. the Treasury to. sell 
bonds at lower interest rates than now prevail and, as 
a result, the removal of the ceiling would not be 
necessary. 


The Treasury believes that just the reverse is true. 
If, for example, the Treasury’s periodic consultations 
with advisory committees were discontinued — a prac- 
tice, incidentally, that was started by Secretary 
Morgenthau in 1942 — the Treasury would be fore- 
going the opportunity of obtaining firsthand and ex- 
pert information on the government securities market. 
Its only alternative, therefore, would be to price secu- 
rities more liberally—to offer somewhat higher interest 
rates than otherwise — in order to make certain that 
a particular financing did not fail. This void of infor- 
mation could not be filled by increasing the Treasury’s 
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debt management staff; the type of information that 
is obtained from the advisory committees can only be 
provided by individuals who operate daily in the gov- 
ernment securities market. By consulting with these 
committees, the Treasury obtains accurate and first- 
hand reports on the attitudes of the thousands of 
potential buyers of government securities. 


Moreover, it is important to emphasize that Treas- 
ury Officials, in approaching a financing decision, talk 
to scores of individuals all over the country; in fact, 
these contacts are maintained on a more or less con- 
tinuous basis. The Treasury also engages in intensive 
studies and analysis on its own. By the time the ad- 
visory committees are called in, responsible Treasury 
officials have already carefully considered the many 
alternatives involved. And in every case, all that the 
Treasury obtains from the committees, and other con- 
tacts, is advice: the final decision is made solely by the 
responsible Treasury officials. 


Rate Movements Unpredictable 


Similarly, it is the Treasury’s judgment that exten- 
sion of the auction technique to securities other than 
Treasury bills in the near future would result in higher 
— rather than lower — interest rates on government 
securities. This is primarily because the market for 
new long-term securities would be significantly nar- 
rowed, inasmuch as many long-term investors would 
be reluctant to incur the risk of submitting bids in 
auctions, but would prefer to purchase the securities 
later in the market. 


The case is even stronger that the use of relatively 
early call features on Treasury bonds would result in 
higher initial interest costs to the Treasury. An inves- 
tor will be willing to purchase a new 25-year Treasury 
bond, callable, say, in five years, only if the initial in- 
terest rate is sufficiently high to warrant his taking the 
risk of an early call. Still, call features, if properly 
constructed, may save interest costs for the govern- 
ment over the long run. It is primarily for this reason 
that the most recently offered Treasury bond — the 
25-year, 4% percent issue sold last month — included 
a 15-year call feature. By extending the call feature to 
15 years — several years longer than prevails with 
respect to corporate issues — the Treasury believed 
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that the initial attractiveness of the security was not 
affected. 


Although the suggestion that the Treasury market 
long-term bonds only when interest rates are low 
appears, on the surface, to have considerable merit, 
it is important to understand that this suggestion is 
tantamount to recommending that the Treasury ig- 
nore the state of the economy in its debt management 
decisions. This is because long-term interest rates 
usually fall to their lowest levels during business reces- 
sions. If the Treasury sold large amounts of long-term 
bonds during such periods, it would run the serious 
risk of absorbing long-term funds that would other- 
wise be used to finance home-building, state and local 
government projects, and business capital expendi- 
tures. Such a policy would, of course, impede recovery 
and might even intensify recessionary pressures. Mini- 
mization of interest rates, therefore, cannot be ac- 
cepted as the overriding goal of Treasury debt man- 
agement. 


The decline in interest rates earlier this year — 
which has since been reversed at least temporarily by 
market forces of demand and supply — apparently 
convinced some people that there was no longer any 
reason for removal of the ceiling. This view is and was 
wholly unwarranted. The very decline in interest rates 
earlier in the year, in contrast to widely held expecta- 
tions to the contrary, is convincing evidence that 
interest rate movements are quite unpredictable. The 
Treasury has no way of knowing which direction in- 
terest rates will move in the future, simply because it 
cannot accurately predict the outcome of the millions 
of individual decisions which, in a free economy, actu- 
ally determine interest rates. Interest rates may stay 
close to present levels, they may go up, or they may 
go down. Unless they decline considerably from pres- 
ent levels, the Treasury will continue to be locked into 
the less than five-year sector of the market. 


The problem of the interest rate ceiling is not a 
short-run, transitory problem, nor should it be ap- 
proached on a partisan basis. The ceiling, if not re- 
moved, can continue to obstruct debt management 
through many administrations in the future. In the 
interest of sound debt management — which means in 
the public interest — the 414 percent interest rate 
ceiling should be removed permanently and as soon 
as possible. 
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